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Institute Rule No. 2 of 1934

THE following rule was adopted by the Institute in 1934:
"Capital surplus, however created, should not be used to relieve
the income account of the current or future years of charges which
would otherwise fail to be made thereagainst. This rule might be
subject to the exception that where, upon reorganization, a reorganized company would be relieved of charges which would require to be made against income if the existing corporation were
continued, it might be regarded as permissible to accomplish the
same result without reorganization provided the facts were as fully
revealed to, and the action as formally approved by, the shareholders as in reorganization."
In view of the fact that the Institute was the first to put forward in
any formal manner the proposition contained in the second sentence
of the rule, it has, perhaps, a special responsibility in the premises.
Certain problems have arisen since 1934 regarding the application of
this proposition which warrant amplification of this part of the rule.
Readjustments of the kind mentioned in the second part of the
rule fall in the category of what are sometimes called quasi-reorganizations. This statement does not aim to deal with the general question
of quasi-reorganizations but only with cases in which the exception
permitted under the rule of 1934 is availed of by a corporation.
Hereinafter such cases will be referred to as "readjustments," and
the problems fall under two questions, (a) what may be permitted in
a readjustment, and (b) what may be permitted thereafter.
Procedure in Readjustment
If a corporation elects to bring about a legitimate restatement of its
assets, stock, and surplus through readjustment and thus avail itself
of the permission to relieve its future income account or earned-surplus
account of charges which should otherwise be made thereagainst, it
should make a clear report to the stockholders of the restatements
proposed to be made, and obtain their formal consent. It should
present a fair and conservative balance-sheet as at the date of the
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readjustment, in which assets and liabilities should be so stated that
no artificial credits will arise from realizations of the assets or discharge of the liabilities. Furthermore, the readjustment of values
should be reasonably complete, in order that there be no continuation
of the circumstances which justify charges to capital surplus.
T h e effective date of the readjustment from which the income of
the company is thereafter determined and which is included in its
dated earned-surplus account should be as near as practicable to the
date on which formal consent of the stockholders is given, and should
ordinarily not be prior to the close of the last completed fiscal year.
W h e n the amounts to be written off have thus been determined,
they should be charged first against earned surplus to the full extent
thereof; the balance may then be charged against capital surplus.
A company which has subsidiaries should apply this rule in such a
way that no consolidated earned surplus will be carried through a
readjustment in which some losses have been charged to capital
surplus.
If the earned surplus of any subsidiaries cannot be applied against
the losses before resort is had to capital surplus, the parent company's
interest therein should be regarded as capitalized by the readjustment, just as surplus at the date of acquisition is capitalized, so far
as the parent is concerned.
Understatement as at the effective date of the readjustment of
assets which are likely to be realized thereafter, though it may result
in conservatism in the balance-sheet at that date, may also result in
overstatement of earnings or of earned surplus when the assets are
subsequently realized. Therefore, in general, assets should be carried
forward as of the date of readjustment at a fair and not unduly conservative value, determined with due regard for the accounting rules
to be employed by the company thereafter. If the fair value of any
asset is not readily determinable a conservative estimate may be
made, but in that case the item should be described as an estimate
and any material difference in value subsequently shown (by realization or otherwise) to have existed at that date should not be carried
to earned surplus.
Similarly, if potential losses or charges are known to have arisen
prior to the date of readjustment but the amounts thereof are then
indeterminate, reserves may properly be made to cover the maximum
probable losses or charges. If the reserves are subsequently found to
have been excessive or insufficient, the difference should not be carried
to earned surplus nor used to offset gains or losses originating after
the readjustment, but should be carried to capital surplus.
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P r o c e d u r e after Readjustment
W h e n the readjustment has been completed, the company's accounting should be substantially similar to t h a t appropriate for a new
company.
After such a readjustment, as already stated, previously earned
surplus cannot properly be carried forward u n d e r t h a t title. A new
earned-surplus account should be established, described as f r o m the
effective date of the readjustment.
Capital surplus originating in such a readjustment is restricted in
the same m a n n e r as t h a t of a new corporation; in other words, it
becomes subject to rule 2 quoted above. Charges against it should be
only those which might properly be m a d e against the initial surplus
of a new corporation.
I t is recognized t h a t charges against capital surplus m a y take place
in other types of readjustments to which the foregoing provisions
would have no application. Such cases would include readjustments
for the purpose of correcting erroneous credits m a d e to capital surplus
in the past, or to eliminate amounts which, by universal agreement,
do not give rise to charges in respect of exhaustion or amortization.
I n this statement the committee deals only with t h a t type of readjustments in which either the current income or earned surplus
account or the income account of f u t u r e years is relieved of charges
which should otherwise be m a d e thereagainst.

The statement entitled
"Quasi-Reorganization
or Corporate Readjustment" was adopted by nineteen
affirmative votes received by August 17, 1939. On that
date votes had not been received from three members of
the committee.
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